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INTRODUCTION 


The Report of the Royal Commission on Taxation is a most 
detailed and comprehensive study of income and sales taxation. It 
will make a major and lasting contribution to the theory of taxation 
and will contribute to a better understanding of a most complex subject. 

It seems unfortunate, however, that when so much time and 
effort was spent upon this study of our tax system that the financial 
requirements of the provincial and municipal governments were not 
considered in depth and that the other half of the fiscal equation - 
government expenditures - was ignored. 

The Report of the Royal Commission recommends an entirely 
new federal tax system for Canada. Implementation of the prime 
recommendations could lead, we believe, to major problems which could 
have serious effects on Canadian security markets and on the economy 
as a whole. 

A growing economy needs an increasing supply of capital. 

In the ten year period from 1955 to 1964 inclusive, Canada's Gross 
National Product increased by $23 bullion, or 91%. During the same 
period, the Canadian investment industry raised a total of $26 billion 
through the sale of net new security issues. Of this amount, $22 
billion was raised in the bond market and the balance through the sale 
of preferred and common shares. 

As an integral part of the investment industry, the Investment: 
Dealers! Association of Canada is concerned with the ability of its 
member firms to raise the funds which will be required if the Canadian 
economy is to continue to expand. 

Stability in bond and stock markets is essential for this 
purpose. Security markets are extremely sensitive to actual or 
threatened changes in the economic and political climate. Investor 
confidence is the cornerstone of security markets and without it, 
prices decline and new funds are no longer available. An example of 
this is. the series of problems recently encountered by the Canadian 


sales finance and consumer loan industries. 
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(ii) 


Our approach to the Commission's Report has been to examine 
the recommendations and to concentrate on the problems that could 
arise if they were implemented, particularly the serious effect they 
would have on the availability of funds to meet the expected capital 
requirements of governments and business. 

There are a number of recommendations made by the Commission 
on which we have not commented. Our emphasis on the potential 
problems should not be construed as a defense of the present tax 
system, which leaves much to be desired. 

The problems which we foresee and the reasoning which has 
led to our conclusions are discussed under the following inter- 
related headings: 

Capital - Supply and Demand 
security Prices 

Savings and Investment 
Gifts and Bequests 

Capital Gains 

Mobility of Capital 

Foreign Investment 
Extractive Industries 
Administrative Problems 

As the basic philosophies of the Report are not discussed in 
detail in this brief, some general comments should be noted at this 
Lame 5 | alt plas that pure value judgements of the Commission have 
played a major role in the development of these philosophies. We refer 
specifically to their concept of horizontal and vertical equity and 
their obvious intent to use the federal tax system as a prime means of 
redistributing economic wealth among the various income groups. While 
one cannot fault these concepts in the abstract, the extent to which 
the Commission would apply them must be strongly opposed. The 
socialistic overtones of the Commission's recommendations provide a 
virtual blueprint for a whole new system of government control over 
individuals and business. This is certainly not in keeping with our 
present system of free enterprise and the democratic principle that 


government is the servant of the people. 
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(iii) 


The Commission's Report is an outstanding exercise in logic 
and symmetry, based upon the academic concept of the perfect model 
and designed for a mature economy Ripe ie sia a complete vacuum. 

The highly theoretical approach of the Commission pays scant 
attention to the hard practicalities of every day life and the less 
than perfect state of the Canadian economy at its present stage of 
development. Difficulties of adjustment are dismissed lightly by 

the Commission with the suggestion that monetary or other policies 
should be able to cope. The Report substantially ignores the serious 
international. complications which could arise if Canada were to adopt 


the recommendations of the Commission. 
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CONCLUSIONS 


Implementation of the Commission's recommendations could lead 


to major problems in the following areas: 
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Costs of government would increase and a short-—fall 

in revenue could result. 

The Dee position of Canadian industry could 

be severely damaged, particularly in export markets. 
Annual corporate and personal savings would be 
substantially reduced. 

Major dislocations of both the bond and stock markets 
would occur. 

The mortgage market could require government support on 
a continuing basis. 

Accumulated pools of capital would be depleted. 

Equity funds of foreign portfolio investors would 

be lost to Canada. 

The growth rate of foreign direct investment, particularly 
in the extractive industries, would decline. 

Canadian participation in risk ventures would be 
discouraged in favour of investment grade equities. 
Continued Canadian ownership of small businesses would 
be jeopardized and new business ventures could be 


discouraged. 


_ The mobility of investment capital and the breadth 


and liquidity of Canadian security markets would be 
reduced 

Canada's reliance on foreign debt capital would be 
greatly increased and could lead to a balance of 
payments problem. 

Foreign investor confidence could be damaged and 


could lead to a financial crisis in Canada. 
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CAPITAL — DEMAND AND SUPPLY 


Demand for Capital 


The overall demand of the Canadian economy for Overall 
funds is not expected to change materially regardless of demand 
whether the recommendations of the Carter Report are imple- 
mented or not. By this we mean. that the requirements which 
have shaped the broad, over-all pattern of spending by all 
levels of government and by all segments of Canadian 
Pusiness willnot) be reduced. On the contrary, if Canada 
is to maintain a healthy, growing economy with continued 
development of its resources and an improving standard of 
living for its population, then the need for capital funds 
will continue to increase as it has in the past. With this 
thought in mind it is pertinent to examine briefly the current 
demand for funds in Canada as it appears from the available data. 

Outstanding direct and guaranteed debt of the Demand of 
Government of Canada during the five-year period from 1960 governments 
to 1964 inclusive increased from $17.1 billion to $20.7 billion, 
an average increase of about Lg, per year. Provincial and 
Municipal borrowings rose at a much faster pace. During the 
same five year span provincial debt rose from $6.4 billion 
to $11.1 billion and municipal debt increased from $3.4 
billion to $5. 1 billion. These represent average annual 
increases of 11.8% and 8.5% respectively. (1) 

The total spending of governments at all levels 
continues to rise in comparison to the Gross National Product. 

In 1960 government expenditure amounted to 30.9% of G.N.P. 
oe 1966 is estimated to have risen to 82.05%, and it has 
been further estimated that the share of Gross National 
Product taken by all governments is likely to rise by 2% or 
3% over the next 4 years. (2) It would appear that this must 
be so as long as governments deem it necessary to continue 
providing an ever-widening scope of services, either to 
satisfy a real demand or in response to sectional or regional 
pressures. 

(1) Bank of Canada Statistical Summary. 


(2) Speech of The Minister of Finance to the Canadian Tax 
Foundation Conference April 26, 1967. 
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There seems to be a major omission in the 
Commission's Report, however, as to what its implementation 
would do to the cost of satisfying these demands. As 
discussed later in this submission the proposals appear, on 
balance, to favour increased investment in equities at the 
expense of fixed income securities. Therefore governments, 
in order to compete for money, will be forced to pay higher 
interest rates. The cost of government at all levels will 
automatically rise in some presently undetermined magnitude 
with little corresponding benefit to the country. Added to 
this would undoubtedly be a sizeable increase in the cost of 
tax collections. 

Since the Report estimates that the proposed 
system would produce about the same amount of revenue as 
the present system, federal government revenues would fall 
well short of requirements because of the increased costs 
mentioned above. This view is strongly emphasized by the 
statement in the Report that the drop in revenue resulting 
from integration would be immediate while revenue from the 
capital gains tax would build up slowly. The resulting 
short-fall could only be covered by increasing taxes, 
resorting to increased borrowings, or both. If taxes had to 
be increased then we would have the curious but expensive 
anomaly se Commission's Report having incorporated in 
itself the destruction of its proposed rate structure. If 
increased borrowings were utilized then the government's 
problem of increased interest expense would be compounded 
since such borrowings would have to be made at new higher 
prevailing rates of interest. We strongly urge that the 
whole area of increased government cost under the 
Commission's proposals be given thorough study. 

The financial requirements of Canadian business 
show the same strong rising trend. Capital outlays of all 
businesses increased over 60% from 1960 to 1964 inclusive, 


an average of 12% per year. The greater part of these have 
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been concentrated in manufacturing, where the average annual 
increase has been approximately 25%. This seems only logical 
as population increases, as resources are developed and as 
the economy matures. It is safe to say that, while the 

rate of increase may eventually slow down and the nature of 
the demands may change, Canadian business will continue to 


demonstrate an increased need for outside financing. 


During the five year period from 1960 to 1964 Corporate 
inclusive, Dominion Bureau of Statistics figures indicate capital 
that annual new investment of Canadian corporations rose sources 


from $3.54 billion to $5.28 billion. The proportion of these 
requirements provided by capital cost allowances and depletion 
declined from 57% to 53%. The part provided by retained 
earnings remained fairly constant in the neighbourhood of 

28% to 26%. The total provided by net new security issues 
rose from 15% to 21% and it is with this latter segment 


that we are largely concerned here, 


Under the Commission's proposals depletion would Changes 
be cancelled but the basic format of capital cost allowance and 
would remain essentially the same, except that they would eliecis 


eliminate accelerated depreciation for other than new and 
small businesses, so that while capital cost allowances 
would continue to provide major sums for new capital 
expansion, the total from both these sources would be less than 
under the present ae omternuse of increased taxation. When 
this eiftect is combined with the declining percentages 
referred to above, it is obvious that Canadian corporations 
would have to look to other sources to finance their growing 
capital requirements. Since the percentage of retained 
earnings has remained constant, and as we do not expect them 
to increase under the Commission's proposals, it is evident 
that the demand for outside financing would continue to grow 
at an accelerated rate. 
Supply of Capital 

The Commission's proposals would have a much more 


dramatic effect on the total supply of funds and the manner 


in which these funds are allocated. Although there would 
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be set in motion many actions and reactions, the results of 
which are difficult to assess, it is still possible to 
determine certain trends which would become evident. While we 
are unable to measure the total dollar effect of the proposed 
changes, we believe that if any of the proposals appear to 
have a harmful effect on a major source of capital, then such 
proposals should be approached with extreme caution. 

The holdings of the Bank of Canada, which now owns 
about 15% of the outstanding federal debt, should not increase 
materially because any substantial rise in their holdings 
would present the spectre of serious inflation. The 
implementation of the Commission's recommendations could 
however place a heavy transitional burden on the Bank. 

Injadditiony thé rigidities inherént in thé 
Commission's proposals, particularly the 50% flat rate on 
corporate income, the 50% top rate on personal incomes and 
the broadening of the tax base to include income from virtually 
every conceivable source would substantially reduce the 
effectiveness of fiscal policy as a means to influence trends 
in the economy. This would place considerably greater 
reliance on monetary policy and moral suasion in directing 
economic growth. 

Any assessment of the effects of the Commission's 
proposals on the Canadian chartered banks must be made in the 
light of the recent changes in the Bank Act, the most 
important of which are the removal of the ceiling on interest 
rates chargeable by the banks and the freedom of investment 
action which should permit the banks to move into higher 
risk, longer term loans and mortgages to maintain their 
competitive position. 

The question is whether the changes in bank 
reserves proposed by the Commission would offset those set 
out in the Bank Act and cause the banks to avoid the higher 
risk loans. In our opinion it is likely that the freedom 


to charge higher interest rates will be the decisive influence. 
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Losses experienced by the chartered banks for the past 
twenty-five years have averaged .161%. The reserve ratios 
proposed by the Commission are equivalent to about 12 years! 
loss experience and since the adjustment to these lower 
ratios would take place over a ten year period, it is 

not expected to have an over-riding influence on bank 
investment policy. 

The banks! investment policies are closely related 
to their ability to attract funds. In the past their 
liabilities have grown roughly in line with the general 
economy and as a result of our studies we assume in general 


this will continue to be the case. 


As a result of taxing life insurance companies on tate 
substantially the same basis as other businesses, there insurance 
could be a reduction in the funds available to them for companies 


investment. Based on 1964 figures, the Commission 

estimates that life insurance companies would have paid 
additional taxes of $75 million, or about 12% of their net 
investment during that year. in addition, but much more 
difficult to determine, would be the loss of premium income 
because equity investments would probably become a more 
attractive form of personal savings than the savings portion 
ol Jife-insurance. 

The Commission proposes that after an unspecified 
period of time the proceeds of life insurance received 
outside the family unit should be taxed at full personal 
rates. This may result in increased sales of or switches 
to term insurance with a higher face value to provide the 
same after-tax protection. This could result in lower 
individual savings through this medium, 

Because of the proposed changes in the tax 
treatment of life insurance companies and because of 
integration, they would be expected to increase their 
purchases of equities and decrease their purchases of debt 


securities. The following calculations give some indication 


ey ee 


of the possible magnitude of the expected changes in their 
buying habits. In 1964 these companies held slightly over 3% 
of the book value of their assets in equities although by law 
they were permitted to hold up to 15%. Since then the 
Canadian and British Insurance Companies Act has been 

amended to allow federally chartered companies to invest up 
to 25% of their assets in equities. If these companies were 
to increase their equity holdings to, say, 15% of their 
assets, this would involve approximately $1.2 billion of new 
equity purchases based on 1964 figures. This would probably 
take place over an extended period of time through the 
investment of their available funds in equities, while 
holdings of debt securities remained relatively constant. 

With the new tax laws favouring equities, mortgage 
rates would have to increase in order to compete for funds. 
There is a danger, however, that mortgage rates could become 
so high that individuals could not afford to pay them. In 
which case the demand for such funds would cease to be a 
factor. This is a distinct possibility if the Commission's 
proposals are adopted. Under such circumstances, if housing 
were considered economically and socially important, the 
government would probably have to supply the funds on a 
continuing basis. 

As long as the mortgage market remains a factor in 
the private sector we would expect that the supply of funds 
that would be available to mortgage companies, savings and 
loan companies and trust companies, and the manner in which 
these funds would be invested, would not change materially. 
These companies derive a large portion of their funds through 
fixed interest borrowing. Since many investors would 
continue to have some portion of their portfolio provide both 
guaranteed income and liquidity through relatively short term 
investments, these companies would continue to attract funds. 
It seems unlikely, however, that these institutions would 


invest any substantial portion of the receipts from their 
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fixed interest obligations in common stocks. While well 
seasoned preferred shares might become more popular, they 
would probably still prefer fixed term instruments with 
repayments geared to their own maturity requirements. 

Since caisses populaires and credit unions would 
be taxed like other competing institutions, except to the 
extent that 50% of patronage dividends were paid in cash, 
in which event they would become taxable in the hands of 
members, their growth rate would probably be reduced. At 
present their funds are lent to members and only a small 
balance finds its way into other investment media, so that 
a major change in their investment habits would not be 
likely. 

Pension funds comprise one of the major sources of 
investment savings in the country. During the five year 
period from 1960:to 1964 inclusive their investments increased 
from $2.9 billion to $5 billion, an average annual increase of 
about 14%. (1) In 1964 Canadian pension funds held 67.1% of 
the book value of their assets in bonds and only 13.4% in 
stocks. In the same year U.S. pension funds held 45% of their 
assets in bonds and 43% in stocks. (2) The continued exemption 
from income taxes and the added advantage of integration would 
at least double the present yields on equity investments of 
pension funds, and there come he a strong incentive for these 
funds e increase their equity holdings, with a corresponding 
decrease in the holdings of fixed income securities. If these 
funds move towards a 50% equity position, which would not be 
out of line with their U.S. counterparts, this would mean that 
in 1964 $1.8 billion then invested in fixed income securities 
would have been available for re-investment. The magnitude of 
these figures would be substantially greater today. While such 
re-investment would not take place immediately, a large 
proportion would undoubtedly be diverted to equities as holdings 


(1) Appendix "A" | 
(2) Fortune Magazine, June 1966. 
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ae In addition to this, the new money received by pension 
funds would also be biased in favour of equities. 

Our examination of the Commission's recommendations Conclusion 
and their effect on the investment policies of the major 
financial institutions leads us to the conclusion that their 
adoption would cause a major disclocation of the long term 
bond market. 

If equities do become much more attractive to 
pension funds, then similar funds administered by governments 
would of necessity invest a reasonable portion of their assets 
in equities, instead of allowing their funds to remain dumping 
grounds for otherwise unsaleable government bonds. 

Corporate savings in the form of depletion, capital Corporate 
cost allowance and retained earnings account for about 75% of savings 
total savings in Canada. The Commission estimates its 
proposals would have no appreciable affect on the volume of 
savings from this source. Although corporate taxes would be 
increased by $532,000,000 annually the Commission believes 
the companies in the aggregate would be able to reduce their 
cash dividends by a like amount as a result of the integration 
proposals. 

We are unable to accept these conclusions. In 
general management would find it difficult to justify a reduction 
of cash dividends to shareholders because the increase in taxes 
per company arising from the elimination of the dual corporate 
rate would be so small in relation to their after-tax earnings. 

Our conclusion is that business savings would fall by 
approximately the amount of the tax increase. 

Over the long term it appears that the Commission's Individual 
proposals would have the effect of substantially reducing the savings 
total volume of direct investment by resident Canadian 
individuals. While the Report concludes that the effect on 
the personal savings of "typical" families would be negligible, 
it also points out that upper income families would pay 


substantially higher income taxes, and these higher taxes 
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would result in a reduction in the personal savings of this 
group by virtually the same amount. 

The amount saved from the tax reductions to be 
received by the lower income group would only fill a minute 
part of the gap. Today their savings are concentrated large= 

ly in home ownership, life insurance, Canada Savings Bonds, 
mutual funds and pension funds. The proposed tax reduction 
would probably do a little more for these people than 
temporarily keep .pace with the rising cost of living. To the 
extent that the lower income group is attracted to the equity 
market directly or indirectly, we predict their investments 
in these securities would be accomplished through a reduction 
in savings accounts, life insurance policies and their holdings 
of Canada Savings Bonds. Should this prove to be the case, 
reduced purchases and increased liquidation of Canada Savings 
Bonds would be one more factor which the government would 
have to take into account in solving its financing problems. 

Over the years Canada has depended upon non— Nonehestaente 
residents (1) to satisfy a large portion of its financial 
requirements. From 1960 to 1964 inclusive, non-resident 
holdings of government and corporate funded debt rose from 
$5.7 billion to $8.5 billion, an increase of 33%. An 
examination of the figures indicates that both provinces and 
municipalities consistently rely on non-resident sources to 
supply approximately 25% of their debt requirements. 
Corporations have been eee even more heavily from non- 
residents and in 1964 corporate funded debt held outside 
Canada was approaching 40%. (2) 

From 1960 to 1964 inclusive non-resident holdings of 
common and preferred stocks of Canadian corporations at book 
value rose from $15.0 billion to $18.8 billion, an increase of 


25.3%. (2) While we recognize the major contributions made to 


(1) When we speak of "foreign" capital or "non-resident" investment 
we mean primarily the United States since that country is the only 
source of external funds of major importance to Canada. 


(2) Appendix "A", 
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the development of the Canadian economy by foreign capital, there 


has been considerable concern in some quarters over the high 
degree of Re notte of Canadian resources and much 
discussion about the best ways to correct the situation if, 
gndeed, Jv. needs” correcting. 

Conclusions 

The prices of Canadian common stocks are expected 
to rise if the Commission's recommendations are adopted. 

That being the case, non-resident ownership of Canadian 
stocks would tend to decrease. The Report observes that a 
large proportion of non-resident investment is presently held 
in industries which now receive tax concessions, and leaves 
the impression that it is just accidental that non-residents 
would be adversely affected by their proposal to remove these 
concessions thus increasing the tax base of the companies in 
these industries. It is likely that non-residents would 
dispose of shares in these companies in order to invest 
elsewhere. Probably a large part of the resulting funds 
would not be re-invested in Canada but, rather, in other 
countries where the available investment opportunities were 
matched by more favourable tax treatment. 

The reduction of non-resident ownership in companies 
which do not now receive special tax treatment would probably 
occur over a.somewhat longer period. While, under the 
treatment proposed by the Report, non-residents would not 
receive tae benefit from the integration of personal and 
corporate income taxes, neither would they be taxed by 
Canada on capital gains resulting from portfolio investment. 
Therefore, there could continue to be considerable non-resident 
interest until stocks had been bid to the new equilibrium 
level by Canadian investors. There might even be consider- 
able short-term speculative buying by non-residents during 
the early stages. How much of this type of non-resident 


interest would come from the U.S. is problematical since many 
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Americans might not choose to subject themselves to 
imposition of the Interest Equalization Tax. However, they 
would be free to participate in the market for stocks 
currently exempt from this ee and the list of exempt stocks 
is quite extensive. 

When the stock market stabilized at higher levels, 
non-residents would sell their holdings and re-invest their 
capital and profit in some other country. Non-residents 
probably would not re—invest in Canada because for them capital 
gain potential, yields and price-earnings ratios would be out of 
line with similar investments available in other markets. 

Thus, we would be driving out that form of foreign 
capital most attractive to Canada. From a Canadian point of 
view foreign portfolio equity investment exercises little or 
no direct control and the capital supplied often flows to 
risk areas and so helps in the development of the Canadian 
economy. 

With the exception of thé extractive and life 
insurance industries the Commission's proposals would appear 
to have little effect on direct investment in Canada by non- 
residents. We do not agree with the Commission's claim that 
the proposed tax changes would induce foreign companies to 
sell all or part of their wholly-owned subsidiaries to 
Canadian residents. 

Because of the more favourable tax treatment, 
resident funds are expected to move out of funded debt into 
stocks, and at the same time the Commission's proposals would 
discourage non-resident portfolio equity investment and 
increase our reliance on foreign debt money to fill the gap 
left by Canadian residents. This seems to savour of wanting 
the best of two worlds. If foreign equity investment is 
reduced it cannot be assumed that these funds would be 
re-invested in Canadian debt securities because equity 
investors are largely motivated by the prospects of capital 


gain, not by a fixed return. 
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There is a distinct possibility that the reduction 
in foreign investment in Canadian shares would be delayed in 
order to take full advantage of the expected rise in prices. 
Canada could then be looking for an absolute increase in funds 
to supply its requirements. This could lead to problems of 
foreign exchange. 

The Report is guilty of some rather extraordinary 
flights of fancy in its estimate of the effects, at the 
corporate financing level, of the higher equity prices 
expected to result from the integration of personal and 
corporate income taxes. The Report states that cash 
dividends could be reduced because of the ability of 
corporations to allocate tax-paid income without a 
corresponding cash disbursement and, further, that the 
higher share prices would enable corporations to attract 
new capital at lower costs. Because of this new found 
ability to retain and/or obtain funds, the Commission 
suggests that corporations would be encouraged to expand 
their operations by investing in new projects showing a 
lower rate of return than is deemed necessary under current 
tax laws. The theory is that this could be done without 
significantly affecting the after-tax return to shareholders. 

We submit that this whole train of thought is 
merely wishful thinking. The Buttle of the increase in 
Per ORat taxes would arise from the elimination of the 
dual tax rate which would increase individual company tax 
payments by not more than $10,150 per annum. If a publicly 
held corporation used this excuse to reduce its cash 
dividend such action would be regarded in the same light 
as the reduction or passing of a dividend is today. It 
could be interpreted as a sign that the corporation was in 
financial difficulties, not that it was saving to pay for 
a new, previously un-economic, low-return project. Further- 
more, it can be demonstrated that the benefits of integration 


to the shareholder decrease as his rate of tax rises. Many 
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individual shareholders are in the upper tax bracket and 
allocation without cash is of little immediate benefit to 
this group. For example, the shareholder in the 50% tax 
bracket would receive no immediate cash benefit from an 
allocation of earnings, and the current return on his invest- 
ment would be entirely dependent upon the amount of cash 
dividend paid. 

The Report takes the position that because share 
prices would be higher the cost of capital would be lower and 
corporations would favour an increase in equity financing and 
a corresponding reduction in debt financing. This simplified 
view overlooks two important points which have to be dealt 
with in corporate financing - control and dilution of future 
earnings. 

Controlling shareholders usually stipulate that 
after new financing their control must be maintained. This 
often means that some form of financing other than common 
shares must be used. While preferred shares may be utilized 
corporate management has to consider the relative cost of 
debt financing to the company. The cost of debt capital is 
a predetermined amount paid for over a fixed period of time. 


By comparison the true cost of additional common equity is the 


degree to which its issue would reduce future earnings on a per 


share basis. Dilution of share earnings in the long run is 
far more expensive than debt servicing costs and, furthermore, 
such dilution carries on for the life of the company. 
Therefore, when considering additional financing, 
corporate management must be extremely careful that the 
expected return justifies both the amount and type of 
securities issued. We believe that corporate managements 
would continue to base their decisions on the effects on the 
corporation, not on the shareholders, whose individual 
circumstances would be difficult to ascertain. It would be 
doing a disservice to existing shareholders if it diluted 
earnings by investing in projects showing a low rate of 


return to the corporation. 
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In our opinion, Canadian public companies will 


continue to satisfy their capital requirements on the same 


criteria as in the past. Where income tax is considered, it 


will be income tax at the corporate level, not the shareholder 


level. Assuming that a new state of equilibrium will be 
established for stock and bond prices, the form of new public 
financing by corporations will continue to be a reasonable 
mix of debt, preferred and common share issues. The mix, as 


heretofore, will be determined by sound investment standards. 


SECURITY PRICES 
The recommendations contained in the Commission 
proposals that would directly affect security prices are: 
1. Integration of personal and corporate 
income «taxes. 
On BEDUPCOUCTION ol 2 ocapitel’ cains. tax at 
full progressive/rates, with provisions 
for deducting capital losses. 
3. Increased taxation of industries which 
for many years have received some form 
of income tax concessions. 

The all-embracing nature of the Commission's Report 
proposing a completely new system of taxation has naturally 
led to a great deal of uncertainty, confusion and anxiety 
throughout the country. As a result we are in a period of 
relative inactivity which will continue until the amendments 
to the Income Tax Act have been passed into law and tested 
in practice. Since publication of the original Report the 
reaction of security markets has been minimal. This should 
not be interpreted as acceptance of the recommendations but 
is, we believe, a reflection of the confusion it has 
engendered. However, we predict a sharp reaction once the 


Government's attitude to the Report is revealed with the 


publication of the White Paper if the White Paper endorses the 


three points above. Subsequently, we would expect considerable 
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price fluctuations in security markets as the pros and cons 
of the Government's policies are assessed. 

Bond yields would rise in order to compete with the 
after-tax return for equities. The proposed capital gains 
tax, as such, is not likely to be of much importance in 
effecting the level of bond prices. A major omission by the 
Carter Commission has been the apparent lack of concern for 
what increased interest rates would do to the cost of 
financing governments. Governmental bodies finance through 
bonds; therefore, their costs would automatically increase. 

Individuals have not been large bond buyers over 
the past few years, with the exception of Canada Savings 
Bonds. The Commission's recommendations would result in 
individuals being even less of a factor in this market 
because of the effects of integration. However, the major 
impact on the bond market would be through the reaction of 
institutional investors. Pension funds and life insurance 
companies in particular, historically have been large buyers 
of new bond issues. However, to realize the benefits of 
integration these institutions would have to increase their 
equity holdings as a percentage of their total assets. The 
size of this increase could be $3 billion (1) or more, which 
would result in a corresponding decrease in their demand for 
debt securities. This sum is greater than the five year 
average, 1960 to 1964 inclusive, of all net new Canadian 
security issues of all categories in all currencies. (2) 
Even after the initial increase in equity holdings had been 
accomplished the demand of these institutions for debt 
securities would have to be considerably below present levels 
in order to maintain the new higher equity ~— debt ratio. 

The Commission implies that increased yields will 
attract additional foreign investors into the Canadian bond 
market. If our bond rates rise much higher than those in 
other parts of the world, we would attract foreign funds if 


(1) see pages 6 and 7. 
(2) Bank of Canada Statistical Summary. 
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investor confidence could be maintained. We could be impeded, 
however, by such things as the U.S. "guidelines" and the 
Interest Equalization Tax. 

The present market for preferred shares consists, 
to a large degree, of resident Canadian individuals who invest 
in preferred shares for the purpose of earning income while 
enjoying relative safety of capital. Since they are not 
looking for capital gains, and so long as dividends continue 
to be paid on a regular basis, holders of preferred shares 
tend to retain these investments for long periods of time. 
This means that the market for preferred shares is relatively 
inactive and prices move in a narrow range as interest rates 
fluctuate. 

Should the Commission's proposals be fully 
implemented and should the Canadian economy weather the 
subsequent dislocation with as few problems as the Report 
Suggests, then preferred shares would become a more 
attractive investment for Canadians. Preferred shareholders 
mould be envitled.to claim the afull-credit for income taxes 
patd by the corporation on their shares, but would not 
normally be entitled to the benefits of allocation. 

The. potential «pricesinerease of preferred shares 
would be limited because most preferred shares are subject 
to redemption at a stated price at the option of the issuing 
company. Therefore, it is not likely that buyers would pay 
greatly in excess of the call price because they would incur 
a capital loss on redemption. Once the prices of preferred 
shares became stabilized at higher levels, it is possible 
that a great many corporations would redeem their outstanding 
preferred and issue new preferred shares with a lower 
dividend. Preferred shares may become a more popular means 
of corporate equity financing. 

The market for Canadian common stocks is much more 
widespread than the market for preferred shares, Our 


experience indicates direct holdings of common stocks by 
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Canadian individuals are in the hands of the upper income 
groups. Stocks owned by the lower income groups are usually 
acquired and held through contractual savings plans with 
financial institutions. Sizeable holdings of Canadian common 
stocks are also owned by non-residents. In the case of U.S. 
residents, this is particularly true of those stocks which 
are listed on stock exchanges in Canada and the United States 
and those stocks which are currently eter from the U.S. 
Interest Equalization Tax. 

The prices of common shares are expected to rise 
if the Commission's proposals are adopted because of the 
higher after-tax yield resulting from the integration of 
personal and corporate income taxes. However, under the 
proposed system the evaluation of common shares would be 
much more complex and confusing than it is at present. The 
circumstances of corporations, even those operating in the 
same industry, differ widely. This, in tum, causes .great 
differences in their tax accounting and reporting to the 
government and to shareholders. The point is that it would 
be much more difficult for an investor to know the full extent 
of tax credits for dividends and allocations to which he might 
be entitled. 

Investment grade common shares, that is those 
purchased primarily for income and safety of capital, would 
become much more attractive under the Commission's proposals 
than common shares of a more volatile nature. The immediate 
return on investment grade common shares would be 
substantially increased by integration. 

Growth stocks sell at high price-earnings ratios in 
anticipation of future earnings. Thus integration would have 
much less effect upon their immediate return. Assuming 
ultimate disposition of the shares at a profit, the net 
impact of the proposed capital gains tax would be greater 
on the growth stceck than it would be on a stock selling at a 
lower price-earnings ratio. Therefore, under the Commission's 
proposals, growth stocks would not benefit as much as stocks 


of investment grade. 
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The Commission's proposals of integration and the 
inclusion of capital gains as income would encourage invest-— 
ment in mature self-sufficient industries with a high cash 
dividend yield and a high earnings allocation instead of into 
risk investments. A developing country such as Canada would 
be poorly served by such a tax induced bias. 

There is little doubt that shares in the extractive 
industries would sell at lower levels in relation to the 
shares of other industries. The cancellation of depletion 
allowances for mining and oil companies and the phased 
withdrawal of the three year tax exemption on new mines 
would substantially increase the income taxes payable by 
these companies. These provisions have been an important 
incentive to find new properties and bring them into 
production, and without incentives the growth rate of these 
industries would decline. Many investors would shy away 
from the purchase. of mining and oil shares because they 
would be too risky in terms of potential return. Since 
non-residents are heavily invested in these fields, a large 
outflow of development capital could result. 

In our opinion the market for speculative mining 
shares could be substantially reduced. Despite abuses 
which have been criticized in the past, the "penny mines" 
have made many important contributions to Canada's wealth. 
Today's producers were yesterday's speculations. The 
Commission has tried to compensate for its other recommenda— 
tions by enabling shareholders to offset capital losses 
against income and to write down the cost of newly issued 
shares through application of the amount spent on 
exploration. It is doubtful that these provisions would 
offset the effects of removing the special incentives of 
depletion and tax-free period. 

The inclusion of capital gains in income, taxable 


at full progressive rates, would inhibit some of the increases 


which otherwise would occur in common stock prices, and make the 


Extractive 


industries 
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raising of new corporate equity more difficult than it would 
otherwise be. Tax free capital gains have been an important 
incentive in the raising of risk capital which in turn has 
been a strong factor in advancing the Canadian economy. We 
strongly oppose the imposition of a capital gains tax in any 
form since it could only reduce the rate of private capital 
accumulations on which this country is dependent for 


economic development. 


SAVINGS AND INVESTMENT 


The savings—investment pattern is the fulcrum of 
prosperity and any disruption of the pattern can only retard 
economic growth. 

Savings gee ares individuals, companies and govern 
ments have left over after meeting expenditures, and the 
more a nation saves the more it can invest in the means of 
production, distribution and social capital. Thus, the 
continuous creation of new capital is central to a rising 
standard of living. The impact of the Commission's 
proposals on savings and investment would have great 
significance for Canada. 

The source and disposition of Canadian savings 
for the years 1959 to 1966 inclusive are set out in 
Appendix npn to this brief. 

Personal Saving 

Over the past 8 years personal savings have 
amounted to about 25% of total Canadian savings. (1) 

The saving context of the income dollar does not vary much; 
thus the more people earn the more they save in the aggregate. 
A rising standard of living is one sure way to increase 
personal savings. From 1961 to 1966 personal savings 


increased from 6.8% to 8.6% of personal disposable income. 


(1) Appendix "B" 


Historical 
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The Commission concludes that if its proposals 
were adopted, overall personal savings might be reduced by 
$135 to $150 million annually, most of which would result 
directly from increased income taxes payable by the upper 


income groups. 


We know through past experience that the bulk of the 


funds invested directly by the individual in marketable 
securities is derived from the savings of the upper income 
group and from pools of capital previously accumulated or 
inherited by them. Since current savings would be reduced, 
large sums formerly used to support the growth of the 
Canadian economy would no longer be available. Large pools 
of capital now controlled by individuals would be decimated 
within a relatively short period of time through the 
proposal to include gifts and bequests as taxable income 
of the recipient at full progressive rates. Since these 
pools of capital usually include assets which will have 
appreciated in value, this process would be accelerated 
by the introduction of a capital gains tax. 

A significant amount of personal savings is of a 
contractual nature. The Commission's proposals regarding 


Registered Retirement Income Plans is a welcome improvement 


on the present system and should encourage individual saving. 


However, the $12,000 maximum annuity at age 65, 
suggested by the Commission, Hale severely limit the 
Peet Of LAs orm oc saving, as far as the middle 
and upper income groups are concerned. For example, it can 
be shown that a person starting work at age 23 at $6,000 
annually, who receives annual increases of 4% and who 
contributes along with his employer 5% of his income to a 
pension plan earning 7% per annum cumulatively, would by age 
35 have paid in sufficient to produce a $12,000 annuity at 
age 65. Thereafter, contributions could only be made from 
tax-paid income and subsequent earnings of the fund would 


be deemed taxable income of the individual contributor. 
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Increased savings in these plans by the lower income groups would 


probably occur at the expense of other forms of contractual 
saving and Canada Savings Bonds. We do not expect that the 
tax reductions suggested by the Commission for this group 
will result in any significant increase in saving. 

It appears to be a basic philosophy of the 
Commission that Canadians be encouraged to consume at the 
expense of saving and investment. This es object to most 
strenuously. If we are to continue to enjoy an expanding 
economy, saving should be encouraged rather than dis- 
couraged. 

Corporate Savings 

Corporate savings are the major source of capital 
funds in Canada, having averaged about 75% of all Canadian 
savings for the past eight years. Corporate savings consist 
mainly of capital cost allowances, depletion and retained 
earnings. | 

During the eight years 1959 to 1966 inclusive 
gross business savings amounted to some $51 billion. Of 
this capital cost allowances and depletion amounted to 
approximately $41.5 billion, or about 81%. (2) The present 
system of capital cost allowances for depreciable assets 
and the current level of rates would be adopted in the 
proposed system. However, the Commission would cancel 
depletion allowances and eliminate accelerated depreciation 
except for new and small business. As a result, the capital 
cost allowances and depletion component of business savings 


would be somewhat reduced. 


Capital cost allowances would not be available until 


an asset had been put into use. This provision would further 


decrease cash flows, increase the costs of new projects, 
reduce overall business savings, and inject a bias against 
undertakings which involve long periods of construction and 


development. To stimulate saving and investment in new and 


small businesses, the Commission suggests a limited programme 


(2) Appendix "B" 
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of accelerated capital cost allowances up to a maximum of 
$250,000 per firm over a ten-year period. While this might 
be of considerable importance to individual companies, the 
overall effect upon business saving would be quite limited. 

The Commission concludes that its recommendations 
would have no effect on corporate savings. While corporate 
savings, as a whole, would otherwise be reduced by the 
additional taxes of $532 million, the Commission believes 
that, because shareholders! after-tax yields would increase 
as a result of the integration proposal, corporations would 
be able to reduce their cash dividends to offset the 
increased tax burden. We do not agree with this theory. 

The major portion of the tax increase is a result 
of removing the dual tax rate on corporate income, As 
this would increase each company's tax by no more than 
$10,150, it would be unlikely to force large companies to 
reduce dividends. On the other hand, the effect on small 
firms would be disproportionately heavy, especially where 
advantage could not be taken of the special capital cost 
allowances proposed. 

According to the Report, the proposal to remove 
the special tax concessions to the extractive industries 
would have increased the immediate tax burden on these 
corporations by some $150 million in 1964. In addition, it 
should be pointed out that loss to these companies of 
prospective depletion would sea tenmells increase future 
income taxes payable. Furthermore, the withdrawal of the 
3-year tax-free period would add to a sharp reduction in 
future cash flows. The result would be both a reduction 
of cash dividends and a substantially reduced business 
saving in these industries. 

As a result of the integration of personal and 
corporate income taxes, and if corporate management were 
only concerned with the lower and middle income share- 
holders, the cash dividends might be reduced somewhat 


without affecting the shareholders' net cash position 
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Significantly. This is by no means clear. Shareholders might 
very well object to the reduction of present and future cash 
dividends for the sake of allocations the benefits of which 
could only be realized at a later date. Confucius say, 

"Bird in hand worth two in bush". 

Under the Commission's proposals, non-resident 
shareholders would not receive the benefits of integration 
and in most cases would, therefore, strongly object to a 
reduction in cash dividends. This would be particularly 
true of foreign portfolio investors. 

The decision to reduce cash dividends, or to hold 
them steady while earnings rise (reduced pay-out), would be 
made by each corporation in the light of its own financial 
needs and shareholder requirements. 

If, as we believe, the Commission's optimistic 
views are wrong and cash dividends were maintained, then 
corporate savings in the form of retained earnings would fall 
by substantially the full amount of the tax increase, i.e. 
$532 million per annum. This would compare with the average 
net new issues of corporations amounting to $763 million 
average over the 5-year period 1960-1964 inclusive. 

The Commission suggests that had their proposals 
been in effect in 1964 the Government would have realized 
increased seen of $222 million. In that same year 
government dissaving, according to the National Account 
figures, amounted to $21 million. The Commission deducts 
this figure from the $222 million figure and assumes that the 
difference of approximately $200 million would have been net 
Government savings. 

We are unable to accept these figures with the same 
degree of certainty the Commission attributes to them but, 
even if we were able to do so, we could still be faced with 
annual reductions of personal and corporation savings amounting 
to more than $650 million. So that, if the Commission's 
proposals were adopted, the net loss in Canadian savings could 


still be in excess of $450 million per annum. 
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GIFTS AND BEQUESTS 


The Commission's proposals on taxation would have Proposals 
a substantial effect on accumulated savings passing from one 
generation to the next. The major proposals are: 
Eee The abolition of the present Estate and Gift 
Tax and the inclusion of gifts and inheritances in the 


comprehensive tax base. 


2) The deemed realization of property at death. 
B: The concept of the family and individual as 
tax units. 
The abolition of the present Estate and Gift Tax Effects 


and the inclusion of gifts and inheritances as income of the 
recipient taxable at full progressive rates would substantially 
increase the tax on accumulated savings passing from one 
generation to the next, especially for the smaller estates 
through removal of the present basic exemption. 

The five-year averaging provision and the use of 
income adjustment accounts would, to some extent, alleviate 
the full impact ‘of these harsh proposals. 

The following table gives some indication of the 
confiscatory nature of the Commission's proposals, but does 
not include the additional tax on deemed realized capital gains 


payable by the estate, 


Average Rate of Tax 


Amount of Proposed 
Gift, Estate Present Legislation Rates(B) 
or Inheri- Gift Tax Estate Tax Gifts or 
. tance (A) Bequests 
$10,000 6.6% Nil 20.4% 
30,000 11.3 Nil 21.5 
50,000 13.8 Nil 23.0 
100,000 16.3 10.2% 26.7 
500,000 22.8 2.6 41.3 
1,000,000 26%? 31.4 45.6 
1,500,000 202 Bh, 2 Lad 
2,000,000 279k 3928 47.8 
3,000,000 27.96 Ah.5 48.5 


(A) Assuming minimum allowable exemption of $4,000. 


(B) Assuming beneficiary is married has no children, 
has other income of $7,000 per annum and makes use 
of the 5-year averaging provisions. 
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In addition to the increased tax rates on gifts 
and inheritances, the Commission's proposal that all unrealized 
capital gains at the death of the last surviving member of a 
family unit be deemed to be realized and be taxed at full rates 
prior to the disposition of the estate would have the effect 
of further reducing accumulated savings passing to the next 
generation. The severity of this reduction would be 
dependent on the amount of the unrealized gains in relation 
to the total estate. 

The third proposal, that of the family unit, would Family 
allow more flexibility in the transfer of savings between unit 
husband and wife than at present. The family unit, consisting 
of husband, wife and dependent children, would become the 
taxation unit requiring all members to pool their incomes for 
the purpose of calculating the income tax payable. The family 
unit would exist as long as one member remained. The transfer 
of property, within the family unit, would be without tax 
effect. The present law levies a tax on the estate at the 
death of a husband even though he is survived by a wife and/or 
dependent children and this often results in a financial 
strain on the survivor. The Commission's proposal removes 
this by recognizing the husband and wife as one economic 
unit and is a very desirable change. 

However, the rules governing a dependent child 
severely limit the flexibility in estate planning which 
presently exists. A aeeraene child would be considered a 
member of the family unit until age 21, at which time the 
child would normally be required to leave the family unit. 

When leaving the family unit, the child would be taxed at 
full progressive rates on any property taken from the iia We va 
subject to a $5,000 life-time exemption, even though the 
property might have been acquired from the child's own 
earnings. Furthermore, there would be a deemed realization 
of the property withdrawn, and the family unit would be 


subject to tax on the deemed gain. 
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The proposals concerning gifts and inheritances 
would have a serious effect on many family-owned businesses. 
The proposed rate of tax could be considerably higher than at 
present. The deemed realization of capital appreciation 
might be substantial in relation to the overall value, and 
in effect, would be levied on the business, all too 
frequently an illiquid asset. This deemed realization, 
combined with the tax payable by the recipient on the residue 
of the estate could create a forced sale of the business, 
possibly to foreign control. 

This is another example of the Commission's intent 
to redistribute wealth which in turn would foster consumption 
at the expense of saving. Canada must have accumulated 
savings, particularly large pools of private savings, in 
order to develop its resources. Man saves in order to main- 
tain independence in later life and not become dependent on 
the State, and to improve the economic well-being of his 
family. These are socially desirable aims and should be 


encouraged. 


We are strongly opposed to the Commission's proposals 


for ine taxation of gifts and bequests, on the grounds that 
they would create a basic unfairness through double taxation 
at punitive rates, and that they might stunt the desire of one 
generation to improve its lot and that of its sons and 
daughters: They would probably be wasteful in administration, 
and would throttle at the source, the growth of development 


funds. 
CAPITAL GAINS 


The Commission's proposals to treat capital gains 
as income include the right to deduct capital losses, and 
through integration to write up the cost of equities to the 
extent of allocations. The tax-payer would also be permitted 
under certain circumstances to use the proposed 5-year 
averaging provisions and the income adjustment accounts to 


reduce partially the full impact of this tax. The 


Commission also proposes a $25,000 lifetime exemption on 


Family 


businesses 


Comment 


Proposals 
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gains from the sale of property held for personal use. 

The Commission has ignored the effect of inflation Comment 
which, over the past 10 years, has reduced the purchasing 
power of our dollar by 18%. In view of this, and the fact 
that the taxpayer would not be allowed to claim any loss on 
the sale of residential property held for personal use, the 
$25,000 exemption would be woefully inadequate. A capital 
gains tax would reduce the rate of capital accumulation by 
individuals and corporations. 

The Commission bases its case for including capital 
gains in income for tax purposes on its definition of equity 
and goes so far as to say that even if there were no net 
return from the capital gains tax because of the administrative 
expenses involved in collection, the tax should still be 
applied. This we object to most strenuously. It is beyond 
comprehension that the Commission could recommend such a 
course of action solely on the basis of its definition of 
"fairness", If Canadians are to own more of our means of 
production we cannot afford to deliberately reduce private 
capital accumilations, the basic ingredient of economic 


development. 
MOBILITY OF CAPITAL 


In theory, investment funds should move easily and 
automatically to the uses of optimum return. However, while 
markets are far from perfect now, there is a strong 


possibility that the Commission's proposals would add to the 


imperfections. 

The capital gains tax, despite integration, five- Effects of 
year averaging, and the ability to deduct losses from income, capital 
would tend to lock investors into situations where large gains tax 


capital gains would be taxable on disposition. The ability 
to deduct capital losses could be a counter-influence. By 
and large, however, the capital gains tax would introduce 
new rigidities in the market. Furthermore, the tax 


itself might inhibit some investors from buying the higher 


risk investments because of the reduction in the anticipated 
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return, while others might take greater chances to compensate 
for the tax should the venture be successful. On balance, a 
capital gains tax, particularly at full progressive rates, 
would be a further impediment to the flow of funds. 

To the extent that the Commission's proposals 
increase investment in Registered Retirement Income Plans, and 
pension plans, more savings would be concentrated in the 
hands of institutions, thus removing many individual 
investors from the market. Because of their contractual 
obligations, these institutions tend to be conservative in 
their investment policies. 

The Commission's proposal would tend to inhibit 
further the flow of funds into higher risk undertakings, 
small companies, and new and imaginative ideas. Moreover, 
the reduction in the number of buyers and sellers would make 
equity markets less liquid, particularly, if at the same time, 


we discourage the foreign investor. 
FOREIGN INVESTMENT 


Historically, Canada has been a capital importing 
country. Foreign investment has continued to grow quite 
rapidly reaching $32.8 billion at book value at the end of 
1964. The United States accounted for some $23.1 billion 
of this recat (1) Market values, of course, would have 
been much greater. 

Although the Carter Commission stresses the need 
to avoid discouraging this foreign capital, it proposes a 
number of brinksmanship-like measures that would affect the 
flow of capital to and from Canada. 

Effect of the Proposals 

The integration of personal and corporate income 
taxes would benefit Canadian investors, but foreign in- 
vestors would be excluded. Higher taxation resulting from 


withdrawal of depletion and special incentives to the ex- 


(1) Dominion Bureau of Statistics 
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tractive industries, an area where the foreign investor is 

a major factor, would seriously affect international capital 
flows. Higher withholding taxes on funds flowing from 
Canada are proposed. It is also proposed to tax the 
resident foreigner on his world-wide holdings, which 
appears difficult and onerous. 

In the portfolio investment sector, the Commission 
envisages non-residents divesting themselves of Canadian 
equities and increasing their holdings of Canadian bonds 
with Canadian investors following the opposite course because 
of the tax advantages of integration. However, we believe 
that most foreign equity investors would delay selling until 
the expected price rise has taken place. When non-residents 
do sell their equities, we believe that these funds would 
be repatriated and thus lost to Canada, since there is no 
reason to assume that these equity buyers would become 
buyers of Canadian bonds. 

We believe the impact of the provisions of the 
Report would have a less peorecneed effect on foreign 
direct investment, other than in the life insurance and 
extractive industries. Direct investment is relatively 
insensitive to the level of the stock market. Higher 
equity prices might make it more attractive for some 
foreign Perpara ce to take Canadians into partnership in 
their subsidiaries. However, there has been little 
tendency in this direction, and we do not feel that in- 
creases in equity prices would alter this situation 
dramatically. A major reason for this reticence is 
that most foreign corporate managements do not wish to 
be hindered by minority shareholders. The foreign direct 
investors! basic reasons for establishing facilities in 
Canada would not change under the Commission's proposals, 
for they are governed by such considerations as supplies 
of materials, markets, tariffs and long term prospects of 


economic growth. 
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Changes in after-tax return however, may affect 
Canada's attraction for new direct investment and the rate 
of expansion of existing foreign direct investment. 
Sufficiently onerous changes would cause direct investment 
to depart. 

Governments would have to rely more heavily on 
the bond market, and corporations too may wish to increase 
their borrowings. At the same time, there would be a 
substantial reduction in the domestic supply of funds for 
debt securities because of the decline in private and 
corporate savings and the relative attractiveness of 


equities. This imbalance of demand and supply would raise 


interest costs and substantially increase our dependence on 


foreign sources of debt. money. 

The Canedian balance of international payments 
is quite delicate. Since 1952, Canada has been running a 
deficit on current account which in 1965 and 1966 amounted 
to about $1 billion per annum. (1) In essence, this 
deficit has been balanced by capital borrowings in the 
United States. Important questions to Canada are: Will 
the American lender continue indefinitely to provide us 
with this amount of money on an annual basis; will the 
United States Government continue to permit us to obtain 
these funds in the light of their own balance of payments 
problems; how much more can we obtain from this, source 
without upsetting investor confidence? Our studies in- 
dicate that if the Commission's proposals were adopted, 
our requirements for debt funds from foreign sources to 
finance our economy would increase substantially. 

If we can maintain the confidence of the foreign 
lender, then as the Commission suggests, small increases 
in our interest rates would permit the Canadian lender to 


be replaced by non-resident lenders. If at the same time, 


Canadians liquidate their foreign portfolio investments and 


repatriate their funds to take advantage of the anticipated 


(1) Bank of Canada - Statistical Summary Supplement. 
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increase in Canadian equity prices, and if there was no im- 
mediate offset from foreign holders through liquidation of 


their Canadian equities, we could have a substantial net 


inflow of foreign funds, particularly United States dollars. 


This could create strong upward pressure on our fixed rate 
of exchange, and lead to a rapid accumulation of foreign 
exchange reserves which could breach our foreign exchange 
agreement with the United States Government and could 
precipitate a balance of payments problem. 

If however, the United States Government imposes 
restrictions on the flow of debt capital to Canada, or if 
foreign confidence in Canadian markets deteriorates, it is 
possible that our yield structure no matter how high, could 
fail to attract non-resident funds, in which case we could 
be faced with a financial crisis in Canada. 

Under the Commission's proposals, interest costs 
would be higher for all borrowers. We recognize that there 
could be a multiplier effect to the extent that these in- 
creased costs are paid to Canadian lenders. However, the 
Commission expects and we agree, all things being equal, 
that the bulk of these additional costs will be paid to 
foreign lenders. The direct effect of these higher borrow- 
ing costs for corporations, however, would reduce their 
competitive position especially in export markets. 

Many Canadian residents would sell their foreign 
investments in order to participate in the windfall gains 
resulting from the Commission's proposals. Once this has 
been accomplished, it is possible that some of these in- 
vestors would again be attracted to the American market 
for reasons of diversity, liquidity and action. If this 
occurs, and if as we expect the foreign investor would 
have been driven out, the liquidity of our stock markets 
‘could be sharply reduced. 

Can we afford to adopt this tax structure which 
is so radically different from that of our major trading 


partners? 
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EXTRACTIVE INDUSTRIES 

Implementation of the Carter Report would have a 
pronounced effect on the extractive industries with respect 
to their future rate of growth, their ability to finance and 
on the attitudes of investors towards their securities. 

The Commission's proposals for the extractive Proposals 
industries include the immediate cancellation of depletion 
allowances for mining and petroleum companies and a five- 
year phased withdrawal of the three-year tax exemption for 
new mines. This would result in higher taxes for most min- 
ing and petroleum companies, with some cushion provided by 
liberalized write-offs in the transition period. The in- 
creased tax burden would fall heaviest on the larger companies, 
and the Commission estimates that about 80% of the additional 
tax burden would be borne by non-residents. 

In the Commission's view, the discovery of natural Commission's 
resources is far from costless under the present system of view 
tax concessions, and to the Commission, the important question 
is whether such discoveries warrant the additional cost in 
terms of other output forgone when labour and capital are 
diverted to this use. 

We believe that the Commission's attitude toward Comment 
the extractive industries is shortsighted. The contribution 
of these industries to the Canadian economy historically and 
for. the,future must not be ese p 

| One of the most important factors fueling our Importance of 

rapidly developing economy and enabling us to enjoy a extractives 
rising standard of living, has been the great abundance of 
natural resources with which Canada is blessed and our ability 
to develop them. The mining industry directly employs some 
150,000 people in exploration, extraction, processing, 
smelting and refining, while the petroleum industry through 
exploration and refining directly employs an estimated 35,000 
people. The extractive industries indirectly provide sub- 


stantial employment in the construction, manufacturing and 
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service industries which are the backbone of a developing 
economy. The 1965 mineral production in Canada, including 
petroleum and natural gas, was valued at $3.7 billion. Ex- 
ports of these products amounted to $2.7 billion and accounted 
for over 30% of our total export trade. (1) Our balance of 
payments are estimated to be improved by about $1 billion a 
year through the displacement of imported petroleum and ex 
ports of domestic crude oil. The mining and petroleum in- 
dustries make a large net annual contribution to federal, 
provincial, and municipal governments, and this is partic-— 
ularly true of the petroleum industry which is a major source 
of revenue to the western provinces. 

While it is certainly true that the present tax 
System has been a factor in the growth of our extractive 
industries, these industries are most important to our economic 
development and our balance of payments. In order to keep pace 
with our growing domestic demand ond to further expand our 
position in the highly competitive export markets, it. is essen- 
tial that the search for and development of new low cost 
resources be encouraged. The point we wish to make is that the 
Commission has focused its attention much more on the tax 
concessions given to the extractive industries than on the 
serious reprecussions its proposals might have on the growth 
Cl ubnese Mdustriés,) on our economy and on our balance of 
payments. 

The Commission believes that if any stimulus is 
required in the extractive industries, it should be effected 
through subsidies rather than tax concessions. This would 
unfortunately leave management policy subject to political 
and bureaucratic decision and to potential abuse of influence. 
The present tax concessions are established by law and apply 
only on profits earned. The Commission calculates that if 
the present incentives of depletion and tax free status had 


not been in force in 1964, the government's revenue would 


(1) Dominion Bureau of Statistics. 
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have been increased by $149 million. This amount is included 
in the calculations of the total government revenue that the 
Commission says its system would have produced. However, as 
we are unable to find in the Report any off-setting figures 
for subsidies, we conclude that the anticipated surplus of 
$222 million for 1964 cited by the Commission would have been 
reduced to the extent that the government implemented the 
Commission's suggestion of direct subsidies to the extractive 
industries. 

In our opinion, the implementation of the Commission's 
proposals would seriously reduce the ability of companies in 
these industries to finance their future expansion. For 
example, the elimination of depletion and the tax-free 
period would reduce the cash flows of mining companies by 
approximately 30% and extend the debt retirement period on 
a new producing mine by some 20% beyond that required under 
present tax laws. The proposals would have a much more 
immediate effect on the major companies in the mining and 
petroleum industries than on the smaller companies which have 
sizeable exploration and development costs relative to 
earnings. Smaller companies, however, strive to build the 
base for eventual profits and the present tax concessions are 
a real incentive to them. 

‘The Commission's views on foreign investment and 
the effect of tax rates on the extractive industries also 
warrant some comment. It concedes that the determination 
of a tax rate on the income from foreign investment in 
Canada, which would not inhibit such investment or bring 
retaliation, would require a knowledge of other indirect 
benefits to these foreign investors. The Commission ac-— 
knowledges that it did not have the answer to either of 
these critical factors, but said it suspects that such foreign 
investment is insensitive to after-tax rates of return. We 
question this theory. While obviously a number of other 


factors influence foreign investment in our extractive 
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industries, it is inconceivable that responsible management 
would undertake investment without detailed consideration 
of the after-tax rate of return. 

A great deal of foreign capital is invested in our 
extractive industries, and if we are not competitive, such 
capital will move to other countries in order to maximize the 
after-tax rate of return. The Commission's proposals could 
inadvertently set in motion a foreign capital outflow which 
might be joined by domestic capital in search of more 
attractive opportunities in other countries. 

To compensate for higher taxes and a diminished 
growth potential in the extractive industries, the Commission 
proposes that the shareholder be allowed to write-down his 
cost of newly issued shares to the extent that-the proceeds 
were to be used for exploration and development. The 


mechanics of this proposal could be quite involved, and in 


our Opinion, it would be a limited incentive to attract capital 


tosehis industry. 


Historically, Canadians have been reluctant to commit 


Tetra ones tc mask) ventures, 9 This) probably explains an part 
the high degree of foreign investment in our extractive 
industries. If the Commission's proposals were adopted, we 


would expect a substantial change in attitude toward portfolio 


investment in the extractive industries. With growth prospects 
in the extractive industries reduced and a capital gains tax in 


effect the Canadian investor would be even less inclined to invest 


in the extractive equities. At the same time, the foreign 
portfolio investor would seek more attractive opportunities 


elsewhere. 


ADMINISTRATIVE PROBLEMS 


The Comprehensive tax base proposed by the Commission 


would bring virtually all annual net gains less net losses 
from every conceivable source, whether in cash or in kind, 


into income for tax purposes. Many of the additional items 
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are of a minor nature and probably would not produce as much 
revenue as was spent to collect it, while others may give rise 


to serious administrative problems, Yet all must be included, 


the Commission says, because their definition of equity demands it. 


To assume, as the Commission does, that all 
Canadians will scrupulously calculate and willingly pay their 
tax liabilities because someone tells them that the system 
is "fair" is, we ap rather naive. No one likes to pay 
taxes. The present system of self-assessment works now only 
because the sources of taxable income are limited, most of the 
tax is deducted at the source, therefore most individual tax- 
payers never get their hands on the tax money and so lack 
the opportunity of non=—payment even if they had the inclina- 
tion. The Commission deplores tax deferrment, abhors tax 
avoidance and roundly criticises the time and effort some 
taxpayers spend to minimize their tax liabilities, even though 
it is perfectly legal. Yet this is a normal human reaction 
which we do not expect will be changed if the Commission's 
proposals are adopted. The rules of the game may change but 
the players will not. 

To attempt by law to include non-cash benefits from 
employers such as subsidized meals in company cafeterias, 
normal acts of human kindness like room and board for an 
elderly relative, gambling gains, windfalls, etc., in taxable 
income would be impractical, unpopular and virtually non- 
enforceable, while the revenue return would be relatively 
negligible. 

The proposal to treat gifts and bequests from outside 
the family unit as oe taxable at the marginal rate of the 
recipient, would not be considered a good tax, even among 
the lower income group, if they fully understood the 
implications. The suggested lifetime exemption of $5,000 
is totally inadequate and would mean that even those in modest 
circumstances would be subject to this tax, if the meticulous 
records envisaged by the Commission were, in fact, kept. The 


opportunities and the temptations to avoid payment of this tax 
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would be infinite and the government would require a virtual 
army of investigators and informers to keep evasion within 
wholesale limits. Would the effort of enforcement be worth 
the price? The potential loss of government prestige alone 
would be incalculable. 

The effects on capital accumulation, mobility and 
liquidity of the proposal to include capital gains in income 
for tax purposes have already been discussed. The problems 
of record keeping would be immense. For government and large 
corporations with computer equipment the task would be ex- 
pensive, but not impossible. For smaller companies and 
individuals, however, the burden of maintaining the detailed 
records suggested by the Commission would be excessive. To 
this would be added the necessity for all taxpayers to obtain 
a valuation of every asset they owned. Moreover, the Com- 
mission suggests that this would have to be completed within 
two years of implementation and be acceptable to government 
or settled in the courts. The result would be a bonanza for 
appraisers, a hesgache for government, and an additional 
expense to taxpayers. 

The Commission deserves full marks for its 
imaginative plan to eliminate double taxation on corporate 
earnings. Its proposal to integrate corporate and personal 
income for tax purposes is ingenious. Not only would it 
provide tax-free dividends to shareholders but to the extent 
that the individual shareholder's marginal rate was less than 
50% he could claim a refund or tax credit from the government. 
In addition, the corporation would be permitted to notionally 
allocate undistributed earnings which the shareholder could 
use to write-up the cost of his shares against a future sale, 
thus reducing his potential tax liability if he sold at a 
profit or, conversely, increasing his deductible claim if he 
sold at a loss. The adoption of this proposal would certainly 
make the equity issues of Canadian companies more attractive to 
Canadian investors and should greatly stimulate their 


participation in our stock markets. 
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However, we can foresee certain problems in the 
application of this plan - for the government in adminis- 
tration, for the corporation in determining policy, for the 
shareholder in reporting and for the investor in appraising 
the relative merits of equities. To process the claims of 
shareholders for tax credits or refunds, to police capital 


gains and to verify capital losses on the disposal of shares 


would, we expect, require a considerable addition to government's 


clerical staff and a corresponding increase in administrative 


costs. The application of this plan to a company which reports 


to its shareholders on the same basis as it reports to the 


tax authorities, and which has a relatively simple capitalization 


should present no difficulties. However, imagine, if you will, 


a company which ‘normalizes! capital cost allowances for tax 


purposes but reports to shareholders on a 'flow=—through! basis, 


recording depreciation on the estimated useful life of the 
assets; complicate this with a diversified capital structure 
including, convertible debentures and share purchase warrants, 


both protected against dilution; first preference shares 


entitled to priority in dividends and distributions of capital; 


second preference shares entitled to priority in dividends and 
capital over junior ranking shares; participating Class A 
shares entitled to priority in dividends over the common 
shares for a specified amount and then to participate with 
the common after a like Se has been paid on the common 
chatest and voting common shares. Under such circumstances, 
which do exist in the business community today, the problems 
of corporate management, shareholders and investors would be 
a great deal more complex if the Commission's proposal to 
integrate corporate and personal income for tax purposes was 
adopted. 

We are strongly opposed to the inclusion of capital 
gains in the tax base of Canadian corporations and individuals 
. because in our expanding economy it would make us still more 
dependent upon the import of large quantities of foreign 


capital to achieve the rate of growth which all of us deem 


Problems of 
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necessary for the well-being of Canadians. To deliberately 
reduce domestic capital accumulations, which a capital gains 
tax would do, would be a serious acai 

If capital gains were not included in the tax base, 
then the Commission's proposal to eliminate double taxation 
on corporate earnings could be greatly simplified. Dividends 
could be made tax-free in the hands of the recipient and | 
allocations of undistributed earnings would not be necessary. 
Would this not achieve the purpose and at the same time 
eliminate government refunds to shareholders and other potential 
administrative problems? 

The Commission recommends that the present federal 
tax of 12% at the manufacturers! level be replaced by a 7% 
sales tax at the retail level; that the provincial governments 
be induced to collect this tax, along with their own and remit 
the proceeds to Ottawa; and that the provinces change the 
application of their sales tax to correspond with the proposed 
federal tax. These recommendations are typical of the Com- 
mission's approach to the problems of taxation, highly logical 
but frequently ignoring the facts of life. The disagreements 
in recent years between federal and provincial authorities in 
tax-sharing matters have been well documented and with the 
growing demands of the provinces for a larger share of the tax 
dollar, such recommendations seem impractical, to say the least. 
The public reaction to a ported sales tax of 10-18% at the 


retail level can be left to your imagination! 
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TABLE 5 
Equity—Common & Preferred Stock at Book Values 


$ million 
a5? 1960 1961 1962 1963 1964 
Life Insurance Companies 1. Vl 176 218 220 257 338 
% or ‘total value es 25 £6 £6 KG a 
% change over prior year 6.9 2.9 2oG7 oo 16.8 318 
Other Insurance Companies e. 6h 66 73 80 86 101 
% of total value ee aie me AP. ae se 
% change over prior year 14.5 Spal 10.6 9.6 a Lele 
Mutual Funds 3° 320 329 bly 477 582 709 
% of total value 0 x ae) 3 bee Lh 136 
% change over prior year 10.2 ooo Cleyl® aye 22,0 els 
Trust_& Mortgage Loan Companies 1- 66 73 86 001 7 123 
*tor total value 72 ne oS 3 eo d3 
% change over prior year 6.5 10.6 1738 Vie ie) oye: 
Trusteed Pension Funds 4- 236 259 34,2 1,23 519 647 
Gof total’ value ee 28 LO Waals Das Nays 
% change over prior year oie) eel 3200 eG wae ORer Alyanf 
Inv. & Holding Companies 3: 176 225 28h, 298 353 LOL 
for total value vo ay 08 .8 3 A 
% change over prior year Bed. 27.8 26.2 hed 18.5 14.4 
All Other Resident 16,186 16,187 16,183 18,660 20,395 23,850 
Z*of total value 50.2 LS.k h6.4 49.0 LO es 53.1 
% change over prior year 10.5 -~Q- a Oe ies 3 1649 
Total Resident 17,219 17,315 17,630 20, 259 22,309 26,172 
% of total value 53.4 51.8 50.6 Doe Bed 58.2 
% change over prior year ne egy) 6 Lo sa ae 10nd 1733 
Non-Resident>. 15,012 16.137 17,210 17,845 18,653 18,773 
% of total value L6.6 LSio L9k L6.8 45.5 Lins 
% change over prior year Ooh Te 6.8 Bed hed 26 
Total 6+ 30 03) CER ICY 3.870 38,104 0,962 bh 945 
wor total value 100.0 100.0 100.0 100.0 100.0 100.0 
% change over prior year oye, ORs hee 233 eee es 
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TABLE 6 


Mortgage Loans & Agreement of Sale 


$ million 
1956 1959 1960 196) 1962 1963 1964 
Life Insurance Companies** A029 28787 3010 B29R Byoo? 4,043 lye 
% of total value Palas 38.5 36.9 35.8 S)ee9 Slee bey 
% change over prior year 6.8 1.42 8,0 ee 10.6 sal SAR geen E 
Other Insurance Companies<- 6 6 8 NS 21 25 a7 
% of total value en, Ow de opal On On Ox2 OZ 
% change over prior year - 0 —~ G8 ge 33.3 62.5 61.5 1950 16.0 
Trust Companies Ai 1,08 1,70 633 319 1, 107 Leds 
Zot total value 526 Bb Son! Gey SL Doty LOU, 
% change over prior year 25, 1E26 L5uz2 Sy iray oh SO 0h ears 
Mortgage Loan Companiest: 580 Guat 710 831 985 1,185 1,491 
% of total value a6 8.9 Sf Cr ®) Ded, 10.0 10 
% change over prior year 10.3 10,5 10.8 L750 18.5 20.3 Qe ac 
Trusteed Pension Funds** 231 279 300 3. 418 182 55 
% of total value oye) 3S Cry! Saat 4.0 ee LO 
% change over prior year 29.8 2038 a) IDs 2246 eons 13 4. 
All Other Resident gee 3,120 3,670 1, ,098 1, oot 1,983 5 536 
% of total value bead Lea) Lhd Li.) 43.4 42.1 L0.9 
% change over prior year 31.4 28.h 176 i Bee 10.6 1020 Ta A: 
Total Resident?> 6,119 ss 8,169 207 PO NGIBL 11625. “Stbas 
Zor total value 100.0 100.0 160.0 100.0 100.0 100.0 100.0 
% change over prior year 17.7 18.3 12.6 1Ooy 13.4 1352 14.5 
Non—Resident Ry Ch 20 A Vibe Li AB ular 
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NOTES-TABLE 1 


1. Source: Bank of Canada Statistical Summary - Supplement. 


2. Holdings are shown at par value where available, in other cases 
at book value. Includes treasury bills and Canada Savings Bonds. 


3. Pension plans of federal crown corporations and government agencies, 
teachers federations, provincial crown corporations and government 
agencies, municipal, religious, charitable and health organizations, 
trade and employee associations and co-operatives. 


4. Until May 3, 1962 foreign pay issues were converted at the rate 
of £1 = $2.80 Cdn. and $1.00 U.S. = $1.00 Cdn. Commencing 
May 3, 1962, they have been converted at the official rates of 
exohange..of)£h.=.$3.027 Cdn. and $0.925 U.S. = 61.00 Cdn. 


NOTES-TABLES 2, 3 and 4 


Source: — Bank of Canada Statistical Summary - Supplement 


1. Holdings are shown at par value where available, in other cases at 
book value. 


2. Includes Manitoba and Saskatchewan Treasury Bills. In 1961 $409 
million B.C. Electric bonds formerly included with corporate bonds 
were guaranteed by the province of British Columbia. In 1963 
$247 million of bonds of several Quebec Hydro-Electric utilities were 
assumed by Quebec — Hydro. 


3. Excludes municipal bonds guaranteed by the provinces and bonds sold 
directly to municipal financing agencies set up by provincial 
governments whose bonds are included under provincial guaranteed debt. 


4h. Excludes a relatively small amount of funded debt which it has not 
been possible to identify by issue. "Other" bonds consists of those 
of Canadian religious and other institutions. In 1961 and 1963, 
affected by the reclassification of bonds of hydro-electric utility 
companies referred to in footnote 2. 


5. Companies registered under federal Insurance Acts. 


6. Pension plans of federal crown corporations and government agencies, 
teachers foundations, provincial crown corporations and government 
agencies, municipal, religious, charitable and health organizations, 
trade and employee associations and co-operatives. 


7. Until May 3, 1962 foreign pay issues were converted at the rate of 
£1 = $2.80 Cdn. and $1.00 U.S. = $1.00 Cdn. Commencing May 3, 1962, 
they have been converted at the offical rates of exchange of P= 63027 Cane 
and 50.925 0.0.1 = $1.00 Cdn. 
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NOTES-TABLE 5 


1. Bank of Canada Statistical Summary - Supplement. 


2. Report of the Superintendent of Insurance for Canada- 
Annual Reports Volume I. 


3. (a) Financial Post Survey of Investment Funds. 
(b) Bank of Canada Statistical Summary - Supplement. 


4. Trusteed Pension Plans, Financial Statistics, D.B.S. 
publication 74-201. 


5. Canadian Balance of International Payments, D.B.°. 
publication 67-201. 


6. Taxation Statistics - Taxation Division of the Department 
of National Revenue. 


NOTES-TABLE 6 


1. Bank of Canada Statistical Summary - Supplement. 


2. Report of the Superintendent of Insurance for Canada- 
Annual Reports Volume I. 


3. Central Mortgage and Housing Corporation - Canadian Housing 
Statistics, Annual edition. 
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